OO is GAS REGULATION 


by 


Martin Packman 


FEDERAL GOVERNMENT AND NATURAL GAS 
New Effort to Bar Control of Producer Prices 
Supreme Court Decision and Activity in Congress 


Power Commission and Cabinet Group on Regulation 


CONFLICTS IN REGULATION OF GAS INDUSTRY 
Rapid Growth of Natural Gas Industry Since War 
Limitations of Federal Control Under 1938 Law 
Clash Over Extending Control to Producer Prices 
Court Ruling in the Phillips Petroleum Case, 1954 


Power Commission Action to Enforce Court Decision 


GAS REGULATION AND THE PUBLIC INTEREST 
Dispute on Extent of Competition in Production 
Effect of Price Regulation on the Supply of Gas 
Fear of Price Rise in Absence of Producer Control 


Possibility of Federal-State Regulatory Conflicts 








NATURAL GAS REGULATION 


H EARINGS before the House Interstate and Foreign 
Commerce Committee, now drawing to a close, have 
set the stage for early House action on amending the Nat- 
ural Gas Act of 1938 to place a statutory ban on federal regu- 
lation of prices charged for the fuel at the wellhead. Several 
bills introduced for that purpose aim thus to void the effects 
of the Supreme Court’s decision last year in the Phillips 
Petroleum case. 


The Court’s decision affirmed the right of the Federal 
Power Commission, proceeding under the 1938 act, to fix the 
prices that producers charge interstate pipeline companies 
for the gas they transport to local distributors. Rep. Oren 
Harris (D-Ark.), sponsor of the principal amendatory bill, 
said on Mar. 2 that the proposed legislation would “make... 
clear that the independent producers and gatherers of nat- 
ural gas and... sales [by them] ... to interstate pipelines 
shall not be subject to the control and jurisdiction of the 
federal government.” ! 


The renewal in Congress of earlier efforts to exempt pro- 
ducer gas prices from control is of direct concern to millions 
of residential and commercial consumers over the country as 
well as to the several thousand owners and lessees of gas 
properties in the producing states. The fact that natural 
gas is used in some 20 million households, and that amend- 
ment of the Natural Gas Act might foreshadow price in- 
creases, was reflected in a mid-April meeting of the mayors 
of New York, Philadelphia, and Pittsburgh to lay plans for 
enlisting the mayors of all large cities in a fight against the 
proposed legislation. 


A 16-member delegation of municipal and state officials 
and consumer representatives, led by Sen. Wiley (R-Wis.), 


1An “independent producer” is an individual or company that extracts and 
gathers gas in the fleld but does not own or operate an interstate transmission 
line. “Production” includes leasing, exploring, and operating wells. “Gather- 
ing’ consists of conducting gas from separate wells, by means of a network of 
small pipelines, to a central processing station where impurities are removed 
before delivery to an interstate pipeline. 
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called on President Eisenhower on Mar. 18 to urge that he 
veto any bill that would “destroy the Natural Gas Act’s pro- 
tections for consumers.” Noting that the gas industry was 
“gigantic in size and tremendous in its effect upon the na- 
tional economy,” a statement the delegation left at the White 
House declared that existing law should not be so changed 
as “to place... helpless little people at the mercy of sellers 
of natural gas.” 


SUPREME CourRT DECISION AND ACTIVITY IN CONGRESS 


The Supreme Court decision of June 7, 1954, which 
sparked the present industry-supported drive to amend the 
Natural Gas Act, overturned existing regulatory practices 
with respect to natural gas. Up to then the Federal Power 
Commission had interpreted the 1938 law as giving it au- 
thority to control only the interstate transmission of natural 
gas and the prices charged by the pipeline companies on 
deliveries to local utilities and other customers. By a 5-to-3 
ruling in the Phillips Petroleum case, the Court held that 
the commission had authority to control also the prices 
charged by producers for gas sold in interstate commerce for 
subsequent resale. 


Sec. 1 (b) of the Natural Gas Act, which lies at the root 
of the natural gas controversy, states: “The provisions of 
this act shall apply to the transportation of natural gas in 
interstate commerce... [and] to the sale in interstate com- 
merce of natural gas for resale... but shall not apply to any 
other transportation or sale ... or to the local distribution of 
natural gas... or to the production or gathering of natural 
gas.”” The Court decided that gas sales by Phillips were not 
covered by the exemption for “production or gathering.” 
Rep. Harris asserted on the House floor, Mar. 2, that “This 
rather strange interpretation of the plain language of the 
Natural Gas Act . .. makes it imperative that Congress 
clarify this problem by positive legislation.” 


The present attempt to clarify the law follows a similar 
but unsuccessful attempt to do the same thing five years ago. 
A bill sponsored by Sen. Kerr (D-Okla.) was vetoed by Pres- 
ident Truman on Apr. 15, 1950. In a joint telegram urging 
veto of that bill, the mayors of 18 large cities had asserted 
that gas rates would go up $200 million to $500 million a 
year if the measure became law. Truman said in his veto 
message that competition alone might not always be effective 
in holding prices to reasonable levels. “To remove the au- 
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thority to regulate, as this bill would do,” he concluded, ‘“‘does 
not seem ... wise public policy.” 2 


POWER COMMISSION AND CABINET GROUP ON REGULATION 


The Federal Power Commission itself has been reluctant 
to tackle the task of overseeing producer prices. In fact, it 
has recommended that Congress relieve it of the duties in 
that respect defined for it by the Supreme Court. F.P.C. 
Chairman Jerome J. Kuykendall told the House Commerce 
Committee, Mar. 22, that a majority of the members of the 
commission believed that “Legislation should be enacted 
which will exempt from the operations of the Natural Gas 
Act independent producers and gatherers of natural gas who 
sell... at wholesale to pipeline companies.” The commis- 
sion supported action to that end, Kuykendall said, because 
“we firmly believe that such legislation will in the long run 


result in the greatest good to the largest number of people 
of this country.” 


No reason can be seen why natural gas should be. . . regulated 
while leaving coal or oil completely free of regulation. If one of 
those fuels is to be subjected to regulation, they all should be.... We 
are firmly convinced, from every aspect of public interest, and par- 
ticularly from that of national defense, that Congress should not 
single out natural gas as the only .. . fuel over which an artificial 
ceiling should be placed. Before all the advantages of competition 
are discarded, it should be definitely ascertained that competition in 


the natural gas industry is inadequate and cannot be made adequate 
by any legal means. 


A month earlier a Cabinet committee had similarly rec- 
ommended that production of natural gas be freed from fed- 
eral regulation. The President’s Advisory Committee on 
Energy Supplies and Resources Policy * said on February 26: 


In the interest of a sound fuels policy and the protection of the 
national defense and consumer interests by assuring such a con- 
tinued exploration for and development of adequate reserves as to 
provide an adequate supply of natural gas, we believe the federal 
government should not control the production, gathering, processing, 
or sale of natural gas prior to its entry into an interstate transmis- 
sion line. 


The committee suggested that various phases of the natural 
gas industry be regulated as follows: Production and con- 


servation by state commissions; interstate transmission by 
F.P.C.; distribution by local utility commissions. 


2For details on the Kerr bill and similar earlier measures, see “‘Record of the 
8lst Congress, Second Session,” £.R.R., Vol. II 1950, pp. 654-655. 


8 Defense Mobilization Director Flemming, chairman, the Attorney General, 
and the Secretaries of State, Defense, Interior, Commerce, and Labor. 


301 
































































































































































































Editorial Research Reports 


The President has taken pains on several recent occasions 
to make it clear that he will not necessarily accept the Cab- 
inet committee’s recommendations. Gerald D. Morgan, 
White House special counsel, wrote early in March that the 
Cabinet group’s views “‘do not... represent recommenda- 
tions of the President.’”’* Eisenhower himself said at his 
news conference on Mar. 16: “There has been no action on 
my part at all, giving it [the committee’s report] final ap- 
proval.” The President had indicated a year earlier, on 
Mar. 27, 1954,° that he would support local regulation of 
local matters wherever possible but would propose new leg- 
islation if local regulation proved ineffective. 


Conflicts in Regulation of Gas Industry 


NATURAL GAS now represents about one-fourth of the 
fuel consumed annually in the United States; it is used for 
cooking, heating, or cooling in dwellings occupied by more 
than 60 million persons © and is supplied to more than 114 
million commercial and industrial customers. The fuel is 
served or authorized to be served in every state except Ver- 
mont, and it is expected that service will be available in all 
states sometime next year.’ 


Five states—Kansas, Louisiana, New Mexico, Oklahoma, 
and Texas—account for nearly 90 per cent of the country’s 
total natural gas production and reserves, with Texas alone 
supplying more than 50 per cent of the total. Proved re- 
coverable reserves at the end of last year amounted to al- 
most 212 trillion cubic feet. Production in 1954, according 
to the American Gas Association, totaled 9.4 trillion cubic 
feet. Of an estimated 8,100 producers responsible for that 
output, only about 4,100 sold gas to interstate pipeline com- 
panies. 

With total assets in excess of $13.5 billion, natural gas 
today is the sixth largest industry in the country. It has 
expanded 300 per cent since before World War II, and it is 


In letters to Rep. Glenn Davis (R-Wis.) and to Joseph Grossman, special 
assistant corporation counsel of the City of Chicago 
Upon signing a bill to exempt from federal regulation those companies, sub- 
ject to state regulation, which received natural gas for distribution within a 
single state 
® Estimate based on three persons for each of approximately 20 million resi- 
dential customer connections reported by the Department of Commerce for 
September 1954, latest date for which such data are available 
7 Only Idaho, Maine, Oregon, Vermont, and Washington are without natural 


a 
gas service at present 
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still growing. This will be the fifth successive year in which 
gas utility and pipeline companies have spent at least $1 
billion on new construction. Between 1938 and 1953 the 
combined length of natural gas pipelines increased from 
185,000 miles to nearly 394,000 miles; customer connections 
rose from fewer than seven million to a score of millions; 
and revenues jumped from slightly over $400 million to 
around $2,250 million. 


Not long ago, in contrast, there was little or no market for 
natural gas; it was “almost worthless—an unwanted step- 
child in the oil industry.” * For many years the gas—un- 
avoidably produced with oil—could not be given away, and 
it was capped, flared, or vented for lack of a market. 


Although the first gas well in the United States was dis- 
covered in Fredonia, N. Y., as far back as 1821, it was not 
until a century later that the commercial possibilities of the 
product began to be exploited seriously. At first, use of 
natural gas was confined mainly to a few western and south- 
western states. Discovery of huge gas reserves in the Texas 
Panhandle Field and in Louisiana’s Monroe Field, around 
1925, and technical improvements in high-pressure trans- 
mission of gas led to construction of several pipelines from 
those areas to the North and East. 


After a slow start, demand rose rapidly after World War 
II. As coal and oil prices climbed, cheap gas mounted cor- 
respondingly in popularity. A dozen or more pipelines were 
built from the Southwest to populous areas in the North and 
East. Two large lines constructed during the war to carry 
oil to the East Coast—the Big Inch (24 inches in diameter 
and 1,200 miles long) and the Little Inch (20 inches in 
diameter and 1,500 miles long)—were sold to private com- 
panies and converted to carry natural gas. 


DIFFERENT ASPECTS OF NATURAL GAS REGULATION 


The process of getting gas from well to consumer requires 
the services of producers, who extract it from the ground; 
pipeline operators, who transport it to market; and distrib- 
utors, who deliver it to customers. Production has been 
regulated by some states for years in the interests of con- 
servation. Interstate transmission and the prices charged 
by pipeline operators, who usually are the sole suppliers to 
a given city, have been controlled by the Federal Power Com- 


*Charles E. Crenshaw, “The Regulation of Natural Gas,”’ Law and Contem- 
porary Problems, Summer 1954, p. 325 
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mission since 1938. Rates charged in turn by local distrib- 
uating companies, which enjoy exclusive franchises in speci- 
fied areas, long have been subject to regulation by public 
utility commissions. 


The problem of regulating producer prices has been 
plaguing the industry, consumers, and the Federal Power 
Commission since passage of the Natural Gas Act more than 
15 years ago. Producers have dreaded exercise of federal 
control, while consumers have feared sharp price rises if the 
federal government definitely abandoned what has been for 
the most part an unexercised right to regulate. The ap- 
prehension felt on both sides stemmed from uncertainty as 
to the interpretation to be placed on the section of the 1938 
act that purported to exempt production and gathering of 
natural gas from regulation. Neither term was defined in 
the law, and the problem was “whether these exempted ac- 
tivities [could] be administratively and judicially defined to 
include the transportation or sale of natural gas by ‘inde- 
pendent producers and gatherers.’” * The Supreme Court’s 
decision in the Phillips case finally confirmed the right of 
the federal government to regulate almost the only unregu- 
lated aspect of the natural gas industry—the price for gas 
that producers charge pipeline companies. 


Prior to enactment of the 1938 statute, the rates at which 
gas was sold by interstate pipeline companies to local dis- 
tributors went unregulated. The State of Missouri at- 
tempted in the early 1920s to disallow an increase in the 
price of gas delivered to local distributing companies by the 
Kansas Natural Gas Co. But the Supreme Court ruled that 
Missouri was without power to act because the transaction 
had taken place in interstate commerce.” After the Missouri 
and later cases had clearly shown the existence of a jurisdic- 
tional vacuum, in which the states could not and the federal 
government had not exercised regulatory power, Congress 
directed the Federal Trade Commission to investigate the 
gas industry. 

The report of the investigation, submitted Dec. 31, 1935, 
revealed price gouging and other abuses by interstate trans- 
mission companies. The F.T.C. noted that, although the 
natural gas industry was then “highly competitive at both 
ends [production and distribution],” transmission, on the 

) Bradford Ross and Bernard A. Foster, Jr. (formerly general counsel and 


assistant general counsel, respectively, of F.P.C.), ““Phillips and the Natural Gas 
Act,” Law and Contemporary Problems, Summer 1954, p. 383. 


Missouri v. Kansas Natural Gas Co., 265 U.S. 298 (1924). 
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other hand, presented “one of the least competitive situa- 
tions to be found.” Pointing out that pipeline companies 
were “virtually free of regulation,” the F.T.C. recommended 
that Congress move in and subject to federal supervision 
the interstate transportation and sale of natural gas to local 
distributors." 


LIMITATIONS OF FEDERAL CONTROL UNDER 1938 LAW 


Congress carried out the F.T.C.’s recommendation in the 
Natural Gas Act. That measure, regarded in both houses 
as non-controversial, passed without extensive debate and 
was approved on June 21, 1938.'*° The House Commerce 
Committee report on the bill stated: “‘The basic purpose of 
the present legislation is to occupy ... [the] field in which 
the Supreme Court has held that the states may not act.” 


When Dozier A. DeVane, then solicitor of the Federal 
Power Commission, testified before a House Commerce sub- 
committee in 1936 on an earlier version of the bill, he said 
the proposed legislation was not intended to regulate field 
prices charged by independent producers and gatherers. 
More recently, two oil-law experts have observed: “Signifi- 
cantly, the act did not embrace the full area which might 


have been reached by the Congress; it represented only a 
partial exercise of the power of Congress to regulate inter- 
state commerce.” !4 


Two years after the Natural Gas Act of 1938 had gone into 
effect, the F.P.C. ruled that it did not have jurisdiction over 
sales made by a producer and gatherer. Its decision, in a 
case involving the Columbian Fuel Corporation, held that: 


To make regulation of producers and gatherers effective . . . would 
require statutory authority of much wider scope and machinery ex- 
ceeding that at the disposal of the Commission with its present 
limited appropriation. 

We conclude, therefore, that it was not the intention of Congress 
to subject to regulation under the Natural Gas Act all persons whose 
only sales of natural gas in interstate commerce, as in this case, are 
made as an incident to and immediately upon completion of... pro- 
duction and gathering ... and who are not otherwise subject to the 
jurisdiction of this Commission.” 


11 David T. Searls, Houston gas attorney, testifying before the House Commerce 
Committee on Mar. 24 in favor of the pending Harris bill, said: “It was that 
phase of the industry—and that phase alone—which was singled out as requiring 
federal regulation.” 

122 Another bill, which would have specifically extended the authority of the 
Federal Power Commission to the “procurement of natura) gas,” failed of 
enactment. 


18 Rex G. Baker and Carl Illig, ‘“‘Natural Gas Supplies for Tomorrow,” Law and 
Contemporary Problems, Summer 1954, p. 369. 


42 F.P.C. 200 (1940). 
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Nearly 15 years later, on Mar. 22, 1955, F.P.C. Chairman 
Kuykendall used almost the same words before the House 
Commerce Committee to describe the commisison’s stand 
over the years. Kuykendall added: “It was then, and it con- 
tinued to be, the opinion of the commission that in the 
act Congress had carefully and deliberately restricted the 
powers of the commission so as to prohibit the exercise of 
authority over the production and gathering of natural gas, 
including sales . .. made as an incident to... [production 
and gathering].”’ In the years following 1940 the F.P.C. 
ruled 11 times that it had no jurisdiction over sales of nat- 
ural gas by independent producers and gatherers. 


The Supreme Court seemed to support such a limitation 
on federal power when it considered the Panhandle case 
six years ago. The issue there involved, not the right of 
the F.P.C. to control producer sales, but its authority to 
regulate gas reserves and leases. The Court noted that 
“The legislative history of ... [the Natural Gas] Act is 
replete with evidence of the care taken by Congress to 
keep the power over the production and gathering of gas 
within the states.” '* It ruled in a 5-to-3 decision that leases 
formed an essential part of production and therefore were 


not within the F.P.C.’s regulatory authority. The major- 
ity opinion concluded: “As we have held above that the 
transfer of undeveloped gas leases is an activity related to 
the production and gathering of natural gas and beyond 
the coverage of the act, the authority of the Commission 
cannot reach the sales.” 


CLASH OVER EXTENDING CONTROL TO PRODUCER PRICES 


The Supreme Court last June finally came around to rul- 
ing that the Federal Power Commission does have juris- 
diction over producer sales. The Phillips case goes back 
to 1946. The City of Detroit, then about to be serviced 
with gas by the Michigan-Wisconsin Pipe Line Co., asked 
F.P.C. to declare Michigan-Wisconsin’s supplier (Phillips 
Petroleum) a “natural gas company” subject to the Natural 
Gas Act.'® 


F.P.C. refused, but in 1948 it launched an investigation 
of the operations of the Phillips company to determine 


15 Federal Power Commission v. Panhandle Eastern Pipe Line Co., 337 U.S. 498 
(1949) 

16 Sec. 2 (6) of the Natural Gas Act defines a natural gas company as an indi- 
vidual or corporation “engaged in the transportation of natural gas in inter- 
state commerce or the sale in interstate commerce of such gas for resale." 
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whether it should be brought under regulation. During 
the F.P.C. hearings, held in the spring of 1951, the gas- 
producing states of Arkansas, Kansas, Louisiana, Missis- 
sippi, New Mexico, Oklahoma, and Texas all objected to 
federal regulation, while Detroit and Wayne County, Mich 


Kansas City, Mo., and Milwaukee and the State of Wisconsin 
all advocated regulation. 


By a 4-to-1 vote on Aug. 22, 1951, F.P.C. ruled that sales 
by Phillips were covered by the exemption in Sec. 1(b) of 
the Natural Gas Act and therefore were not subject to fed- 
eral regulation. “We find that ... [Phillips’] operations... 
consist of production and gathering, or incidents of, or ac- 
tivities related to, these functions, thus requiring their in- 
clusion within the act’s exemption.” '* Wisconsin and other 
proponents of federal regulation entered an appeal, and the 
District of Columbia Court of Appeals, by a 2-to-1 decision 
on May 22, 1953, reversed the commission. 


Whereas F.P.C. had found that all of Phillips’ sales were 
made before production and gathering had been concluded, 
or were a part of these activities, the Court of Appeals held 
that the sales took place at a time and place after production 
and gathering had been completed and after processing had 
intervened. The court stated that the Sec. 1 exemption 
“does not exempt sales made after production and gather- 
ing have been completed.” Therefore, it decided, “Phillips 
is a ‘natural gas company’ within the meaning of the . 
act and the Commission should fix the rates at which these 
sales are made.” !° 


Court RULING IN THE PHILLIPS PETROLEUM CASE, 1954 


When the Supreme Court handed down its decision in 
the Phillips case on June 7, 1954, it said it could not agree 
with the contention that Phillips’ sales were ‘‘a part of the 
‘production or gathering of natural gas’ to which the Com- 
mission’s jurisdiction expressly does not extend.” “In our 


1710 F.P.C. 246 (1951). The District of Columbia Court of Appeals pointed , 
when it considered the case two years later, that F.P.C.’s staff had “assured the 
Commission it had authority [to regulate Phillips’ sales], but the Commission 
reached the opposite conclusion.”—Wisconsin v. Federal Power Commission, 205 
F. 2d 706 (1953) 

18205 F. 2d 706 (1953). The majority opinion was written by Circuit Judge 
Edgerton and concurred in by Judge Prettyman Judge Clark, dissenting, 
observed: “Nothing could be more absurd than to say that production and 
gathering are exempt but that the final sale by the producer and gatherer is 
subject to the act... . As I see it, Phillips’ sales were a part of gathering and 
exempt from regulation as such. ... To me, it seems inescapable under the 
statute, under the decisions, and in the name of plain economic common sense, 
that sales by a gatherer are a part of gathering so long as they are made before 
the gas enters the transmission lines proper.” 
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view, the statutory language, the pertinent legislative his- 
tory, and the past decisions of this Court all support the 
conclusion of the Court of Appeals that Phillips is a ‘natural 
gas company’... and that its sales in interstate commerce 
of natural gas for resale are subject to the jurisdiction of 
and regulation by the Federal Power Commission.” ' 


The Court refused to give any weight to the testimony 
in 1936 of former F.P.C. Solicitor DeVane, which it previ- 
ously had cited as significant. “‘We believe,” said the Court, 
“that the legislative history indicates a congressional intent 
to give the Commission jurisdiction over the rates of all 
wholesales of natural gas in interstate commerce, whether 
by a pipeline company or not and whether occurring before, 
during, or after transmission by an interstate pipeline com- 
pany.” The Court was “satisfied that Congress sought to 
regulate wholesales of natural gas occurring at both ends 
of the interstate transmission system.” 


The opinion appeared to make little distinction between 
regulation of the sales of an independent producer—like 
Phillips—and regulation of sales by a producer affiliated 
with an interstate pipeline company: “In both cases, the 
rates charged may have a direct and substantial effect on 
the price paid by the ultimate consumers. Protection of 
consumers against exploitation at the hands of natural gas 
companies was the primary aim of the Natural Gas Act.” 


Justice Clark wrote a dissenting opinion with which Jus- 
tice Burton concurred. Clark said the majority had acted 
“contrary to the intention of the Congress, the understand- 
ing of the states, and that of the Federal Power Commis- 
sion itself.”” He maintained that “Congress aimed at abuses 
resulting in the ‘gap’ at the end of the transmission process 

. and not at abuses prior to transmission.” Clark criti- 
cized the majority’s opinion for restricting the phrase “pro- 
duction and gathering” to the “physical activities, facilities, 
and properties.” “If the Congress so intended,” he said, 
“then it left for state regulation only a mass of pipe, vacant 
processing plants, and thousands of hollow wells with scare- 


crow derricks, monuments to this new extension of federal 
power.” 








% Phillips Petroleum Co. v. Wisconsin, 347 U.S. 673 (1954). Refusing to be 
swayed by the F.P.C.’s consistent interpretation of the Natural Gas Act as not 
giving it jurisdiction over such companies as Phillips, the majority opinion, 
written by Justice Minton, noted: “The consistency of the Commission in this 


regard may be questioned... . And, for that matter, even consistent error is still 
error.” 
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POWER COMMISSION ACTION TO ENFORCE COURT DECISION 


The Phillips decision made it the duty of the Federal 
Power Commission—in the words of Chairman Kuykendall 
—‘‘to include... independent producers within the scope of 
its regulation.” The F.P.C. accordingly issued an order on 
July 16, 1954—modified by subsequent orders on Aug. 6 
and Dec. 17—which prescribed regulations, froze wellhead 
gas prices as of June 7, 1954, required filing of certificates of 
public convenience and necessity as well as rate schedules, 
and defined “independent producers.” 2° In addition, F.P. 
in the autumn reopened its 1948 Phillips investigation. 


A vast number of lawsuits has been filed to test the val 
ity of the new regulations. “It is clear,” Chairman Kuy} 
dall told the House Commerce Committee on Mar. 22, 
the Commission may expect to be involved for many vear: 
in legal proceedings on these . . . questions.” Two compat 
ies, Magnolia Petroleum and Ohio Oil, obtained from t} 
Fifth Circuit Court at New Orleans last November tem 
rary orders staying the enforcement of the F.P.C. recul: 
tions. A final decision in those cases is still awaited. 


Meanwhile, F.P.C.’s determination to enforce the Natural 
Gas Act as interpreted by the Supreme Court was made 
clear on Apr. 5, 1955, when the commission handed down 
a decision in combined cases involving the Deep South, 
Humble, and Shell Oil companies. Those companies con- 
tended that their sales were exempt from F.P.C. regulation. 
The cases “presented for the first time’—in the words of 
the decision—“the question whether a sale of natural gas 
made before the completion of production and gathering... 
is exempt from the operation of the Natural Gas Act by 
reason of [the exemption of] Section 1(b).” 


Leaning heavily on the Supreme Court’s ruling in the 
Phillips case, the F.P.C. examiner stated that the exemp- 
tion applied “only to the physical activities, facilities, and 
properties used ...in... production and gathering.” He 
added: “It does not exempt or exclude from the affirmative 
reach of this section sales of natural gas made during . 
production and gathering . . . whether . . . made after or 
before delivery to an interstate pipeline.” 

2 An independent producer was defined as an individual or corporation “who 
is engaged in the production and gathering of natural gas and who transports 

. . or sells natural gas in interstate commerce, but who is not primarily engaged 
in the operation of an interstate pipeline.” By the end of February 1955, nearly 
5,700 certificate applications and over 10,000 rate schedules had been filed py in- 
dependent producers 
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Gas Regulation and the Public Interest 


PUBLIC REGULATION is the rule in the case of private 
enterprises, like utility companies and some transportation 
companies, which enjoy monopoly or near-monopoly priv- 
ileges. Rates charged by such enterprises for their products 
or services are regulated to protect the public interest. 
Opponents of federal regulation of natural gas production 
insist that such production, far from displaying monopoly 
characteristics, is in fact marked by vigorous competition; 
in that respect, therefore, it differs radically from the 
interstate transmission and.local distribution of gas. The 
gas industry spokesmen maintain that 4,000 to 5,000 large 
and small producers compete to sell to the pipelines, and 
that the largest producer accounts for no more than 5 per 
cent of the industry’s output. The Natural Gas and Oil 
Resources Committee, a group representing the industry, 
asserts that the 37 largest companies produce less than 
one-half of the country’s total output of natural gas. 


hampions of consumers argue, on the other hand, that 
gas production, no less than gas transmission, is a virtual 
monopoly, especially because a relatively few producers 
own most of the gas reserves. The proponents of control 
explain that the producers are a basic factor in the whole 
gas industry and that consequently there is as much reason 
to regulate them as to regulate the pipelines and distribu- 
tors. The consumers’ delegation that called at the White 
House in March assailed the industry’s “repeated mention 
of 4,000 small producers” as a “smokescreen intended to 
obscure the true situation.” The delegation pointed out that 
85 per cent of all natural gas sold in interstate commerce 
was produced by fewer than 100 companies and that 33 per 
cent of the supply was furnished by seven companies. “The 
fact is that a few big oil companies make most of the sales.” 


Sen. Douglas (D-IIl.), one of the chief advocates of regu- 
lation of gas prices at the wellhead, has said that nearly 
70 per cent of the 4,000-odd producers are very small opera- 
tors who together provide less than 0.3 per cent of the gas 
sold to interstate pipeline companies. He insisted, Feb. 28, 
that “The claim that 5,000 producers are competing with 
each other to sell gas to pipeline companies is purely theo- 
retical and without practical substance.” 
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Gas producers nevertheless hold that their business is not 
only highly competitive but also highly speculative. Robert 
E. Hardwicke, authority on oil and gas law, contends that 
“The finding and producing of oil and gas do not constitute 
a public utility function, and the profits to be made on the 
sale of gas by independent producers should not be regu- 
lated any more than the profits on coal or iron, or steel or 
pipe, merely because the product is purchased by a public 
utility or by an interstate . .. transmission company.” 

Risks in the search for and production of natural ga 
said to be so great that no operator would undert: ke t 
if held to a public utility rate of return. The average 
of drilling a gas well in recent vears has been about $100,- 
000; the cost of a “‘wildcat’”’ well—drilled in an area where 
petroleum is not definitely known to exist—has ranged from 
$100,000 to $1,000,000. Only one out of each nine wil lcats 
drilled produces oil or gas. To compensate for the high risks 
and to attract new capital, it is said, the return on successful 
ventures must be enough to offset loss on the failures. 


FECT OF PRICE REGULATION ON THE SUPPLY OF GAS 


Gas industry spokesmen maintain that if production of 
natural gas is put on a public utility basis, the search for 
new deposits of oil and gas will slow down and produ thats 
and interstate marketing will be discouraged. John W. Boat- 
wright of the Standard Oil Company of Indiana implied be- 
fore the House Commerce Committee last month that uncer- 
tainty over natural gas regulation, after the Appeals Court 
decision in the Phillips case in May 1953, may have been re- 
sponsible for a reduction in the ratio of new gas supplies to 
production. The net increase in proved reserves has not 
kept pace with the rising—and in many cases unsatisfied- 
consumer demand.** In 1954, F.P.C. Chairman Kuy ke ndall 
told the committee, the increase in reserves was “vastly 
smaller than during any previous year.” 


Both Kuykendall and David T. Searls, oil and gas attor- 
ney, testified that many producers had been withholding gas 
from interstate markets because of uncertainty about the 
law and the prospects for regulation.** Rather than supply 


Robert E. Hardwicke, “Some Consequences of Fears by idependent Pro- 
ducers of Gas of Federal Regulation,’’ Law and Contemporary Problems, Summe! 
1954, p. 347. 


Persons waiting for natural gas in only four big cities tota) around 270,000 


K. S. Adams, chairman of Phillips Petroleum, said at th 
of the American Gas Association in Atlant ic City last Oct 
Court’s decision had resulted in “abandonn 1ent, curtailn 

ast three major gas transmission pr« jec _ 
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interstate pipelines and be obliged to submit to federal con- 
trol, producers may be inclined to sell wholly within the 
states where the gas is produced; a large proportion of the 
gas output of major companies already goes to local cus- 
tomers. It has been asserted that availability of large quan- 
tities of withheld gas in certain states has attracted, and will 
continue to attract, petro-chemical and other plants to those 
areas. 
K. S. Adams, chairman of Phillips Petroleum, told the 
American Gas Association convention in Atlantic City last 
October that one of the strongest sales points made by Okla- 
homa businessmen soliciting new industry in New York was 
the “undedicated underground supplies of natural gas. . 
which will be sold for use only within the state.” F.P.C. 
Chairman Kuykendall testified before the House Commerce 
Committee on Mar. 22 that consumers outside producing 
states may find themselves “facing not only a diminishing 
supply of ... gas, but... [the loss of] some of the industries 
upon which the economy of their communities depends.” 


Thus, the ultimate result of federal regulation of pro- 
ducer sales, industry spokesmen contend, would be a short- 
age of gas for interstate transmission and, consequently, 
higher—rather than lower—prices for the user. K. S. 
Adams has said that “Any appreciable reduction in the sup- 
ply of gas ...— sure to come under federal regulation of 
producers—will raise the consumer’s gas price far more 
than he could realize as savings from a drastic cut in the 
field price.” 








Consumer spokesmen call the suggestion that federal reg- 
ulation will reduce or shut off the supply of gas a “familiar 
scare technique.” They recall that a similar bogy was 
raised when previous bills to exempt producers from regu- 
lation were under consideration. “Despite these threats,” 
Sen. Douglas told the Senate on Feb. 28, “the great expan- 
sion program of the gas industry continued.” He said there 
Was no reason to believe that producers would deny them- 
selves a reasonable profit “just for the purpose of going on 
a sit-down strike” any more than any other utility would 
“refuse to furnish service .. . unless it were permitted to 
charge all the traffic would bear.” 


When President Truman vetoed the Kerr bill in 1950, he 
said he was sure “producers and gatherers . .. [would] con- 
tinue to find ... strong incentives to search out new sources 
of natural gas and to sell their gas in interstate commerce.” 
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The National Institute of Municipal Law Officers, which op- 
poses exemption, gives no credence to the threat of a short- 
age of gas for interstate transmission for the simple reason 
that the F.P.C. requires gas reserves to be dedicated for 
each pipeline before the line is built. 


FEAR OF PRICE RISE IN ABSENCE OF PRODUCER CONTROL 


Advocates of federal regulation of gas prices at the well- 
head assert that exemption of producers would encourage 
exploitation of consumers. ‘To eliminate controls from the 
price at which gas is purchased in the field is to leave the 
consumer at the mercy of the small group of oil companies 
which control the bulk of the gas reserves in this country,” 
Mayor Clark of Philadelphia said on Apr. 6. The consumer 
representatives who called on President Eisenhower last 
month said that if the Natural Gas Act were amende: 


i as 


proposed, “the price at which gas enters the pipelines will 
not be subject to any real regulation.” They told the Presi- 
dent that the proposed legislation would result in rate in- 


creases for consumers of $200 million to $400 million a year. 


If the initial price in the field is not regulated, it is con- 
tended, there is no effective control whatever. Any rise in 
the field price of gas, it is argued, will be passed on by the 
interstate pipeline companies to the local distributing util- 
ities and then to consumers. Consumer spokesmen point to 
what the Supreme Court said six years ago: “Unreasonable 
charges extracted at this [production] stage of the inter- 
state movement become perpetuated in large part in fixed 
items of costs which must be covered by rates charged sub- 
sequent purchasers of gas, including the ultimate con- 
sumer.” 74 

Rate increases already are threatening to price natural 
gas out of the Northeast, Randall J. LeBoeuf, spokesman 
for a dozen utilities in that area, testified before the House 
Commerce Committee on Apr. 14. New York State Attorney 
General Javits called on law officers of other states, ten days 
later, to work unitedly for defeat of the pending bills in 
order to prevent “skyrocketing” of consumer rates. The 
C.1.0. asked the House committee, Apr. 25, to investigate 
an alleged $1.5 million industry campaign to win public ap- 
proval for exemption of gas producers from federal control. 

Sen. Douglas has directed attention to the fact that most 
of the requests for rate increases made by pipeline com- 


2% Interstate Natural Gas Co. v. Federal Power Commission, 331 U.S. 682 (1949). 
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anies in the past four years followed rises in the field cost 
gas. He told the Senate, Feb. 28, that a $3.7 million 
tal rate boost in Chicago had been caused by field in- 
ases. The statement by the consumer representatives at 
White House on Mar. 18 noted that “Most consumers 
ave experienced one or more... gas rate increases already 
in the past three years.” Nearly $107 million in rate in- 
creases was allowed by the Federal Power Commission dur- 
ing the year ended June 30, 1954. But the F.P.C. said in its 
annual report for fiscal 1954: “‘As in the past, the Commis- 
sion found, after investigation and hearing, that most re- 
quested increases were justified only in part and in some 
few instances not at all.” 


Although the average wellhead price of natural gas rose 
from 4.9¢ per thousand cubic feet before World War II to 
10¢ in 1954, gas industry representatives say the cost of 
natural gas to residential consumers has risen only about 8 
per cent, in contrast to a rise of around 92 per cent in the 
overall cost of living. Retail prices of soft coal and fuel oil 
have more than doubled during the same period. 


The average amount received by gas producers, industry 
spokesmen maintain, represents only about one-tenth of 
what residential customers pay for gas. The increases in 
consumer rates have not been caused by higher field prices, 
John W. Boatwright told the House Commerce Committee 
on Mar. 25. “They have been brought about by the higher 
prices of everything—steel supplies, labor, taxes, etc.—that 
enters into the distribution, transportation, and production 
of natural gas.” 


Sen. Douglas, however, has termed misleading the argu- 
ment that the retail price of gas has risen only about one- 
eleventh as much as the cost of living since 1938, for F.P.C. 
drasticaily reduced pipeline company rates during the years 
1942-1947. Moreover, Douglas has asserted that the price 
producers receive for gas really represents, not 10 per 
cent of the price paid by the consumer, but 22 per cent. The 
10 per cent figure applies only to the residential market, the 
22 per cent figure to the combined residential, commercial, 
and industrial market. 


INDUSTRY VIEW OF REGULATION AS OPENING WEDGE 


The Natural Gas and Oil Resources Committee has as- 
serted that the Supreme Court’s decision in the Phillips case 
opens the door to federal controls over all commodities. If 


314 





Natural Gas Regulation 


a federal agency can fix the field price of gas, why shouid it 
not fix also the prices of oil, coal, and other products, gas 
men ask. Because the production of natural gas is so closely 
related to that of petroleum, oil companies in particular fear 
eventual extensions of federal control. They look on regu- 
lation of gas producers as merely an opening wedge. 


Ernest O. Thompson of the Texas Railroad Commission, 
which administers that state’s conservation laws, said last 
month at the House Commerce Committee hearings: “It is 
inconceivable to me how we can have federal control of gas 
at the wellhead and not have federal control of oil which is 
produced simultaneously ... with the gas.”’ Gov. Shivers of 
Texas, addressing the Interstate Oil Compact Commission at 
Chicago last Dec. 3, called federal regulation of gas pro- 
ducers the “equivalent of nationalization of the energy re- 
sources of the United States.” 


Opponents of federal regulation of producer sales assert 
also that controlling the field price of gas will be an impossi- 
ble administrative task. The F.P.C. will have to regulate 
from 4,000 to 5,000 independent producers, as compared 
with not more than around a hundred interstate pipeline 
companies. In addition, the cost of regulation, ultimately 
to be borne by the consumer, is pictured as staggering. But 
proponents of federal control deny that any practical diffi- 
culties need be encountered. 


POSSIBILITY OF FEDERAL-STATE REGULATORY CONFLICTS 


Persons opposed to federal control of ‘vellhead prices of 
natural gas hold that such regulation will interfere with 
state gas conservation programs. Conservation laws now 
in effect in most of the oil- and gas-producing states prohibit 
production of gas, in the absence of a market, from wells 
yielding gas alone. The laws of some states compel re- 
cycling or processing of gas produced with oil to prevent 
flaring or venting of the gas. Some state conservation 
agencies have been empowered to fix a minimum price on 
wellhead sales, so that they may be in position to discourage 
wastage of gas. 

The higher the field price the easier it is for the state to 
encourage the gathering and marketing of gas, as well as 
installation of the costly gathering and compressing equip- 
ment necessary to deliver it. Gas industry officials point out 
that in 1938, when the average field price was only 4.9¢ a 
thousand cubic feet, more than 20 per cent of net productior 


315 





Editorial Research Reports 


was vented and wasted, but in 1953 when the average price 
had risen to 9.2¢, less than 9 per cent was wasted. Thus, 
they contend, if the F.P.C. sets a maximum price on sales 
over which the state has fixed a minimum price, or if it 
orders continued output when the state has directed reduced 
output, a conflict is inevitable. 


Officials of Alabama, Nevada, New Mexico, North Dakota, 
Oklahoma, and Texas asserted before the House Commerce 
Committee late in March that federal regulation would inter- 
fere with state conservation programs. F.P.C. Chairman 
Kuykendall likewise told the committee on Mar. 22: 


The fact remains that the fixing of [producer] rates... for gas 
ld in interstate commerce for resale will inevitably conflict with 
the recognized power of the states to regulate producers for purposes 


of conservation. While the latter process must, under such circum- 


tances, yield to the authority of the federal governmnt, the effect 

upon the exploration and development of natural gas resources must 

be, it is believed, far-reaching. 

Consumer spokesmen deny that F.P.C. regulation of pro- 
ducer sales will interfere with state conservation efforts. 
“Since the states cannot constitutionally control sales for 
resale—even at the wellhead—if they are in interstate com- 
merce, there can be no conflict of state-federal power.” » 
The Supreme Court, in its opinion in the Phillips case, took 
note of the contention that state and federal jurisdiction 
might conflict, but it said: “The short answer to this con- 
tention is that the jurisdiction of the Federal Power Com- 
mission was not intended to vary from state to state, de- 
pending upon the degree of state regulation and of state op- 
position to federal control.” Ina per curiam order, Apr. 11, 
the Court denied Oklahoma the right to fix the minimum 
price to be paid by an interstate pipeline company for nat- 
ural gas after its production and gathering had been com- 
pleted. The Court in 1950 had unanimously sustained an 
Oklahoma order setting a minimum wellhead price for gas,”* 
but the 1955 ruling held that case not applicable and said the 
Phillips decision was controlling. 


* Statement submitted to President Eisenhower, Mar. 18, by delegation of con- 


sumer representatives. The same position has been taken by the National In- 
stitute of Municipal Law Officers 


* Cities Service Gas Co. v. Peerless Oil and Gas Co., 340 U.S. 179 (1950). 
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